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TAX  EXPENDITURES 

Introduction 

This  report  on  tax  expenditures  is  published  as  j^art  of  the  report 
by  the  Joint  Committee  on  Taxation  to  the  Conunittees  on  the 
Budget.  As  in  the  case  of  earlier  reports/  the  estimates  in  this  report 
also  were  prepared  with  the  extensive  assistance  to  the  staff  of  the 
Office  of  Tax  Analysis  in  the  Treasury  Department.  The  first  two 
reports  were  prepared  in  compliance  with  the  request  by  the  conferees 
on  the  Revenue  Act  of  1971  that  tax  expenditure  data  be  submitted 
regularly  to  Congress  by  the  Joint  Committee  staff.  The  last  report 
was  published  one  year  ago  for  submission  to  the  Committees  on  the 
Budget. 

In  January,  the  Administration  published  its  estimates  of  tax  ex- 
penditures for  fiscal  years  1976-1978  in  Special  Analysis  F  of  the 
Budget  for  fiscal  year  1978.^ 

This  report  covers  the  fiscal  years  1977-1982.  It  also  differs  in  some 
other  respects  from  the  special  analysis  presented  in  the  budget.  Four 
tax  expenditure  items,  included  in  this  report  (as  well  as  in  the  CBO 
report  ^)  were  omitted  from  the  Administration's  special  analysis — 
asset  depreciation  range,  deferral  of  tax  on  income  of  controlled  foreign 
subsidiaries,  capital  gains  at  death,  and  the  refundable  portion  of  the 
earned  income  credit.  (The  Administration  treats  the  refundable  credit 
as  an  outlay.  The  Committees  on  the  Budget  intend  to  resolve  the 
issue  of  how  to  properly  treat  the  refundable  credit  in  the  first  con- 
current budget  resolution  for  fiscal  year  1978.)  The  staff  of  the  Joint 
Committee  generally  has  made  its  estimates  in  terms  of  the  provisions 
in  present  law  (as  of  January  1,  1977)  and  assumed  that  the  expira- 
tion dates  will  not  be  extended  or  otherwise  modified  and  no  other 
changes  will  be  made  in  the  present  law. 

The  concept  of  tax  expenditures 

Tax  expenditure  data  are  intended  to  show  the  cost  to  the  Federal 
Government,  in  terms  of  revenues  it  has  foregone,  from  tax  provisions 
that  either  have  been  enacted  as  incentives  for  the  private  sector  of  the 
economy  or  have  that  effect  even  though  initially  having  a  different 
objective.  The  tax  incentives  usually  are  designed  to  encourage  certain 
kinds  of  economic  behavior  as  an  alternative  to  employing  direct 
expenditures  or  loan  programs  to  achieve  the  same  or  similar  objec- 
tives. These  provisions  take  the  form  of  exclusions,  deductions, 
credits,  preferential  tax  rates,  or  deferrals  of  tax  liability.  Tax  ex- 
penditures also  are  analogous  to  uncontrolled  expenditures  made 
through  individual  entitlement  programs  because  the  taxpayer  who 
Can  meet  the  criteria  specified  in  the  Internal  Revenue  Code  may 

1  Committees  on  Ways  and  Means  and  Finance,  Estimates  of  Federal  Tax  Expenditures, 
October  4,  1972,  June  1,  1973,  July  8,  1975,  and  March  15,  1976. 

2  "Tax  Expenditures,"  Special  Analysis  P,  Special  Analysis  oj  the  Budget  of  the  United 
States  Government  for  Fiscal  Year  1978,  pp.  119—142. 

*  The  Congressional  Budget  Office  published  tax  expenditures  estimates  for  fiscal  years 
1976—81  (prepared  by  the  Joint  Committee  staff)  in  Five-Year  Budget  Projections,  fiscal 
years  1977-81,  January  26,  1976.  CBO  estimates  through  fiscal  year  1982  will  be  published 
shortly. 
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use  the  provision  indefinitely  without  any  further  action  by  the  Federal 
Government  because  provisions  in  the  Internal  Eevenue  Code  rarely 
have  expiration  dates  that  would  require  specific  congressional  action  * 
to  continue  the  availability  of  the  tax  provision.  For  many  provisions, 
the  revenue  loss  is  determined  b}^  the  taxpayer's  level  of  income  and 
his  tax  rate  bracket.  From  the  viewpoint  of  the  budget  process,  fiscal 
policy   and   the   allocation   of  resources,    uncontrollable    outlays    or 
receipts  restrict  the  range  of  adjustments  that  can  be  made  in  public 
polic}''.  One  for  the  initial  objectives  for  the  enumeration  of  tax  ex-  ' 
penditures  was  to  provide  Congress  with  the  information  it  would  need 
to  select  between  a  tax  or  an  outlay  approach  to  accomplish  a  goal  J 
of  public  policy.  ' 

The  staff  followed  the  definition  of  tax  expenditures  developed  in  I 
the  legislative  process  that  produced  the  Budget  Control  Act.  In- 
cluded in  this  report  as  tax  expenditures  are  virtuall^^  all  tax  provisions  } 
which  have  been  characterized  as  tax  expenditures  under  almost  any   ' 
of  the  prior  listings  by  other  sources.  As  a  result,  listing  an  item  as  a  j 
tax  expenditure  in  this  report  is  a  part  of  a  process  of  providing  infor- 
mation, and  the  listing  becomes  a  catalog  of  past  public  policy  deci- 
sions accompanied  by  estimates  of  their  effects  upon  budget  receipts.   ' 
No  judgment  is  made,  nor  any  inference  intended,  about  the  desir- 
ability of  am^  specific  provision  as  public  policj^  or  about  the  effective- 
ness of  the  tax  approach  relative  to  other  methods  of  achieving  the 
particular  public  policy  goals  desired. 

In  this  report,  a  tax  expenditure  is  described  as  a  tax  incentive  • 
that  departs  from  simply  allowing  as  deductions  from  gross  income 
the  costs  incurred  in  earning  net  income.  This  allows  deductions  for 
current  expenditures  directly  related  to  the  process  of  earning  income, 
and  therefore  these  expenditures  are  not  treated  as  tax  expenditures. 
These  deductions  are  treated  as  business  costs,  and  they  are  deducted 
on  returns  filed  by  corporations,  partnerships  and  individual  pro- 
prietorships. Capital  costs  b}^  their  nature  are  not  incurred  entirely  in 
one  3^ear.  The  basic  tax  provision  allows  depreciation  ratably  (i.e., 
straight-line  depreciation)  over  the  usefid  life  of  the  capital  asset,  but 
tax  law  also  permits  accelerated  depreciation  to  allow  faster  capital 
recovery  through  shorter  lives  and/or  faster  rates  of  depreciation. 
Such  faster  tax  treatment  of  capital  costs  is  classified  as  a  tax  ex- 
penditure; in  this  report,  those  items  appear  as  various  types  of 
accelerated  depreciation :  asset  depreciation  range  (ADR),  depreciation 
in  excess  of  straight-line,  percentage  depletion  allowances  (in  excess  of 
cost  depletion),  and  current  expensing  of  costs  that  otherwise  would 
be  capitalized. 

Individuals  who  are  employees — rather  than  carrjdng  on  their  own 
businesses^ — have  analogous  business-type  deductions  which  also  are 
not  classified  in  this  report  as  tax  expenditures.  The  expenses  referred 
to  are  those  which  are  incurred  in  earning  net  income,  e.g.,  the  cost  of 
Jiis  tools  that  a  mechanic  uses.  Most  other  deductions  which  individuals 
take  on  their  tax  returns  represent  personal  consumption  expenditures. 
These  deductions  reflect  public  policy  decisions  to  facilitate  specific 
types  of  consumption  spending  and  are  therefore  generally  classified 
here  as  tax  expenditures.  An  exception  to  this  rule  is  made  for  general 
personal  exemptions  and  the  minimum  standard  deduction  which  have 
not  been  treated  as  tax  expenditures  in  any  analysis  of  the  subject  or 


in  the  Budget  Control  Act.  Individual  tax  expenditures  also  include 
various  kinds  of  income,  e.g.,  social  security  payments  to  the  aged, 
dependents  and  survivors,  which  are  tax-exempt  income  but  would 
become  components  of  adjusted  gross  income  from  which  taxable 
income  is  derived  in  the  absence  of  the  provision  for  tax  exemption. 

As  indicated  previously  tax  expenditures  enumerated  in  this  report 
differ  from  the  items  covered  in  Special  Analysis  F  of  the  Budget  for 
Fiscal  Year  1978  in  that  this  report  includes  ADR,  deferral  of  income 
of  controlled  foreign  corporations,  taxation  of  capital  gains  at  death, 
and  the  refundable  portion  of  the  earned  income  credits. 

Accelerated  depreciation  allows  the  taxpayer  to  recover  the  costs 
of  his  investment  more  c[uickly  than  is  possible  through  straight-line 
depreciation  over  the  useful  life  of  the  asset  that  is  listed  in  the 
guideline  lives.  There  are  two  forms  of  accelerated  depreciation.  Asset 
depreciation  range  (ADR)  permits  cost  recovery  in  a  shorter  period 
of  time  than  the  guideline  lives,  up  to  20  percent  shorter.  Accelerated 
depreciation  also  provides  for  higher  proportionate  depreciation  in  the 
earh'"  years  of  an  asset's  useful  life  through  double  or  150  percent 
declining  balance  or  sum-of-the-year's  digits. 

Usually  it  is  suggested  that  income  of  controlled  foreign  corporations 
is  deferred  for  tax  purposes  in  order  to  permit  U.S.  corporate  subsidi- 
aries to  compete  as  tax  equals  in  foreign  countries  without  the  disad- 
vantage of  having  additional  taxes  imposed  by  the  U.S.  Government. 
The  deferment,  however,  reflects  a  specific  decision  on  public  policy 
which  qualifies  it  as  a  tax  expenditure.  In  this  way  it  is  treated  like 
the  portion  of  income  earned  abroad  by  individuals  that  is  excluded 
from  taxable  income,  that  is,  the  exclusion  is  intended  as  a  way  to 
encourage  individuals  to  work  abroad  in  subsidiaries  of  U.S.  corpora- 
tions. To  a  substantial  extent  the  income  of  foreign  corporations  is 
taxed  current]}^  in  subpart  F,  and  in  a  similar  way  foreign  personal 
holding  companies  also  are  taxed  currently.  Of  course,  dividends  from 
foreign  subsidiaries  generally  are  also  taxed  when  received  by  the  U.S. 
shareholder,  but  this  may  be  much  later  than  when  the  income  is 
earned.  In  the  meantime,  the  taxpayer  receives  the  financial  benefits 
of  an  interest-free  loan  for  the  duration  of  the  deferral  period.  The 
Tax  Reduction  Act  of  1975  and  the  Tax  Reform  Act  of  1976  made 
permanent  changes  in  the  foreign  tax  area  which  substantially  reduced 
deferral  of  foreign  source  income. 

Capital  gains  that  accrue  on  assets  up  to  the  time  of  death  are 
not  taxed  when  the  assets  are  passed  on  to  the  estate  and  then  to 
the  heirs.  Before  the  Tax  Reform  Act  of  1976,  the  heirs  would  receive 
the  assets  with  a  basis  equal  to  the  valuation  of  the  asset  used  for 
estate  tax  purposes.  The  change  in  basis,  called  a  step-up  in  basis, 
involved  a  cancellation  of  changes  in  asset  value  from  the  time  it  was 
acquired  by  the  decedent  until  his  death.  The  prevalent  tax  practice 
was  to  take  capital  losses  as  they  accrued  in  order  to  offset  them 
against  capital  gains  and  (to  a  limited  extent)  ordinary  income,  and 
as  a  result,  a  decedent's  estate  usually  contained  few  assets  with 
capital  losses  and  mostly  assets  with  capital  gains  which  would  not 
be  taxed  as  capital  gains  because  of  the  step-up  in  basis.  The  value 
of  the  asset  at  the  time  of  death  (the  decedent's  basis  plus  the  unre- 
alized capital  gain)  would  be  taxed  to  the  extent  it  would  be  included 
in  the  taxable  estate.  In  the  Tax  Reform  Act  of  1976,  the  step-up  in 
basis  was  replaced  by  a  provision  for  carryover  of  basis  under  which 


an  heir  who  receives  an  asset  from  an  estate  acquires  the  decedent's  i 
adjusted  basis  in  the  asset  increased  by  the  estate  and  inheritance  \ 
taxes  attributable  to  appreciation.  On  grounds  of  avoiding  retroactive  ij 
appHcation  of  the  new  rules,  the  Act  provides  a  fresh  start  adjustment  j 
for  assets  which  were  held  by  a  decedent  on  December  31,  1976,  and 
"which  are  transferred  after  that  date  as  a  result  of  his  death.  Gen-  i' 
erally,  the  fresh  start  adjustment  is  equal  to  the  excess  of  the  fair  \ 
market  value  of  the  asset  on  December  31,  1976,  over  its  adjusted 
basis.  The  estimate  of  the  tax  expenditure  involved  on  the  taxation 
of  capital  gains  at  death  reflects  the  revisions  made  in  the  Tax  Keform 
Act  of  1976.  t 

Since   1975,   Congress  has  interpreted  the  refundable  portion  of  i 
the  earned  income  credit,  i.e.,  payments  of  the  credit  that  exceed  e 
tax  liability,  as  an  overpayment  of  tax  liability  in  the  belief  that  i; 
the  taxpayer  has  incurred  Federal  tax  liability  during  the  tax  year  ' 
that  exceeds   the  refund.  The  Administration,   however,  has   con- 
sistently reported  the  refundable  part  of  the  credit  as  an  outlay. 
In  the  conference  report  on  the  third  concurrent  resolution  on  the 
budget  for  fiscal  year  1977,  the  conferees  stated  that  they  had  dis-  ^ 
agreed  on  the  appropriate  budget  treatment  of  the  refundable  credit, 
and  they  asserted  their  intention  to  resolve  the  issue  in  the  first  j 
budget  resolution  for  fiscal  jesiT  1978.  The  House  Budget  Committee  i 
has  reached  concurrence  with  the  Administration  that  the  credit  ? 
should  be  treated  as  an  outlay,  and  the  Senate  Budget  Committee  « 
has  disagreed.  j 

A  number  of  tax  provisions  are  not  treated  as  tax  expenditures.    J 
The  general  tax  rate  structure  is  not  part  of  tax  expenditure  analysis:  t 
the  structure  of  graduated  tax  rates  and  taxable  income  brackets  '- 
in  the  individual  income  tax  and  separate  tax  structures  for  single   ' 
persons,     married    persons    filing    separately,     heads-of-households 
and  income  splitting  for  married  persons.  Other  such  items  are  the 
personal  exemption — one  per  taxpaj^er  and  each  dependent — and  the    - 
minimum  standard  deduction.  On  the  other  hand,  included  as  tax  1 
expenditures  are  the  additional  personal  exemptions  for  the  aged  and  i 
blind,  itemized  personal  deductions,  and  the  excess  of  the  percentage 
standard  deduction  over  the  minimum  standard  deduction. 

In  the  business  tax  area,  the  combined  corporate  normal  and  i 
surtax  tax  rate  is  not  classified  as  a  tax  expenditure.  The  surtax  ex-  '■ 
emption  is  treated  as  a  departure  designed  to  foster  small  corpora-  i 
tions,  and  therefore  it  is  treated  as  a  tax  expenditure.  J 

There  is  no  provision  for  negative  tax  expenditures,  and  no  pro- 
visions are  classified  as  disincentives.  Thus,  the  Corporate  surtax  i 
rate  is  treated  as  the  basic  provision  and  not  a  departure  from  the  ' 
normal  tax.  The  limitation  on  the  deduction  of  a  net  long-term  capital  ] 
loss  is  a  limit  to  the  incentive  made  available  through  the  special  [ 
treatment  for  capital  gains.  ij 

Imputations  of  income  in  kmd  received  from  the  services  of  durable  [ 
assets  are  not  treated  as  income  in  the  tax  code  and  are  not  here  classi-  I 
fied  as  tax  expenditures.  They  might  be  considered  as  income  under  tj 
other  concepts  of  income  for  tax  purposes.  Measurement  of  the  im-  » 
puted  income-in-kind  would  be  a  formidable  task.  The  imputed  income  f 
from  an  owner-occupied  home  is  the  most  prominent  of  these  items,    ' 


and  among  the  others  are  the  income  that  could  be  imputed  to  house- 
hold furniture  and  appliances,  books  and  art  collections  and  automo- 
biles. Food  stamps  are  a  form  of  income  in  kind  that  also  is  omitted 
from  this  listing. 

Foreign  tax  credits  are  not  classified  here  as  tax  expenditures  since 
they  are  generally  considered  as  the  way  of  taking  into  account  the 
interrelationship  of  domestic  and  foreign  tax  sj^stems.  In  addition,  this 
analysis  does  not  attempt  to  go  behind  the  current  legal  acceptance  and 
attribution  of  payments  by  U.S.  corporations  to  foreign  governments 
as  taxes  (e.g.,  it  does  not  attempt  to  treat  any  as  royalties  as  in  the  case 
of  oil  income),  when  the  payments  are  designated  in  that  way  by  those 
governments.  Treating  credits  for  some  of  these  payments  as  tax  ex- 
penditures might  be  appropriate,  but  they  would  be  difficult  to 
measure. 

Measurement  of  tax  expenditures 

Estimates  of  tax  expenditures  are  difficult  to  determine  and  are  sub- 
ject to  important  limitations. 

Each  tax  expenditure  is  measured  in  isolation.  The  amount  of  the 
deduction  is  added  back  in  the  calculation  of  taxable  income,  which 
raises  its  level.  The  difference  in  tax  liabilities  between  the  existing 
structure  of  tax  rates  and  this  new  higher  level  of  tax  liabilities  is  taken 
as  the  amount  of  the  tax  expenditure.  For  this  computation  and  in 
keeping  with  the  general  practice  of  revenue  estimating,  it  is  assumed 
that  nothing  else  changes:  neither  the  behavior  of  the  taxpayer,  nor 
the  economic  variables  that  might  signal  an  adjustment  in  business 
behavior,  nor  tax,  fiscal  or  monetary  policies.  The  estimates  also  do 
not  take  into  account  any  effects  that  the  removal  of  one  or  more  of  the 
items  might  have  on  investment  patterns,  consumption,  or  other 
aspects  of  economic  activity.  In  other  words,  the  estimates  shown  do 
not  take  into  account  the  induced  effects  of  changing  the  provisions. 
Repeal  of  a  provision,  therefore,  would  not  necessarily  raise  the  reve- 
nue associated  with  removal  of  that  provision. 

There  are  other  aspects  of  this  kind  of  analysis. 

First,  if  two  or  more  items  were  to  be  eliminated,  the  result  of  the 
combination  of  changes  being  made  at  the  same  time  might  produce  a 
lesser  or  greater  revenue  effect  than  the  sum  of  the  amounts  shown 
for  each  item  separately.  This  is  why  totals  are  not  shown  for  table  1, 
except  in  a  footnote. 

Second,  in  some  cases  if  a  tax  expenditure  item  were  to  be  eliminated, 
it  is  possible  that  Congress  would,  at  least  to  some  extent,  desire  to 
deal  with  the  underlying  problem  by  a  direct  expenditure  or  loan 
program.  The  effect  of  any  such  program  is  not  taken  into  account 
in  the  estimates  shown.  A  direct  expenditure  could  become  a  tax 
expenditure  if  it  takes  the  form  of  a  paj^ment  to  an  individual  or 
business  that  is  not  included  in  income  subject  to  taxation.  In  addition, 
if  some  of  these  provisions  were  removed  from  the  tax  laws,  this 
removal  might  be  accompanied  by  revisions  in  tax  rates,  personal 
exemptions  or  the  minimum  standard  deduction,  as  has  happened  in 
the  past.  Other  fiscal  and  monetary  policies  might  be  adopted  to 
offset  a  tax  change.  None  of  these  possibilities  has  been  taken  into 
account  in  the  estimates. 


Third,  when  tax  expenditure  items  have  been  added  to  the  tax 
law  in  the  past,  they  did  not  become  fully  effective  until  the  lapse  of 
several  years.  As  a  result,  the  eventual  annual  cost  of  some  items  is  not 
fully  reflected  until  some  time  in  the  future.  Conversely,  if  various 
items  now  in  the  law  were  to  be  eliminated,  it  is  unlikely,  in  many 
cases,  that  the  full  revenue  effects  shown  would  be  realized  until  an 
extended  period  of  j^ears  had  passed. 

Fourth,  differences  in  personal  income  levels  and  corporate  profits 
can  also  account  for  differences  in  the  cost  of  tax  expenditure  items 
from  year  to  year.  Thus,  some  tax  exj^enditure  items  themselves  may 
be  larger  or  smaller  from  year  to  year,  wholly  independent  of  tax 
considerations. 

Fifth,  in  the  case  of  many  of  the  items,  especially  those  for  which 
information  is  not  available  on  tax  returns,  it  is  necessary  to  obtain 
information  from  whatever  sources  are  available  and,  when  sources 
are  limited,  to  make  assumptions  on  which  to  base  the  estimates. 

Tax  expenditures  by  functional  category 

To  aid  analj^sis  of  the  economic  benefits  provided  through  the  tax 
laws  to  various  sectors  of  the  economy,  the  costs  (tax  expenditures) 
and  beneficiaries  (in  terms  of  area  of  activity)  are  grouped  in  table 
1  in  the  same  functional  categories  as  outlays  in  the  Federal  budget. 
Where  possible  and  relevant,  estimates  are  shown  separately  for  in- 
dividuals and  corporations.  Some  tax  expenditures  do  not  fit  clearly 
into  any  of  the  budget  functional  categories.  In  the  Special  Analysis 
F  in  the  Budget,  those  tax  expenditures  have  been  placed  in  three 
functional  categories  added  to  those  in  the  budget:  business  invest- 
ment, personal  investment  and  other  tax  expenditures.  In  this  report, 
however,  the  tax  expenditure  items  in  the  three  special  categories 
have  been  placed  within  the  budget  functional  categories  to  which 
they  are  most  closely  related  so  that  comparisons  will  be  easier  to 
make  between  outlays  and  tax  expenditures  by  functional  categories. 
Table  2  lists  each  of  the  items  in  the  three  additional  categories  and 
shows  to  which  functional  category  it  was  transferred. 
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Table  2. — Reconciliation  Between  Tax  Expenditures  in  Table  1  and  in  Special 
Analysis  F  in  the  Budget  for  Fiscal  Year  1977 

Restructuring  of  table  F-1  in  Special  Analysis  F  to  conform  with  budget 
functional  categories  for  outlays  by  transferring  items  from  personal  investment, 
business  investment  and  other  tax  expenditures : 

Transferred  to  budget  functional 
category 


Item 

1.  From  lousiness  investment: 

Exclusion  of  interest  on  State  and  local 
government  industrial  revenue  bonds 

Excess  first-j^ear  depreciation 

Depreciation  on  rental  housing  in  excess  of 
straight  line 

Depreciation  on  buildings  (other  than 
rental  housing)  in  excess  of  straight  line 

Expensing  research  and  development 
expenditures 

Expensing  construction  period  interest  and 
taxes 

Capital  gain:  corporate  (other  than  farm- 
ing and  timber) 

Investment  credit 

2.  From  personal  investment: 
Dividend  exclusion 

Capital  gain:  individual  (other  than  farm- 
ing and  timber) 

Exclusion  of  interest  on  life  insurance 
savings 

Deferral  of  capital  gain  on  home  sales 

Deductibility  of  mortgage  interest  on  own- 
er-occupied homes 

Deductibility  ot  property  taxes  on  owner- 
occupied  homes 

Deductibility  of  casualty  losses 

Credit  for  purchase  of  new  homes 

3.  From  other  tax  expenditures: 
Deductibility  of   charitable   contributions 

(other  than  education) 
Deductibility    of    interest    on    consumer 

credit 
Maximum  tax  on  personal  service  income 


Commerce  and  transportation. 

Commerce  and  transportation. 
Commerce  and  transportation. 

Commerce  and  transportation. 

Commerce  and  transportation. 

Commerce  and  transportation. 

Commerce  and  transportation. 

Commerce  and  transportation. 

Commerce  and  transportation. 
Commerce  and  transportation. 

Income  security. 

Commerce  and  transportation. 
Commerce  and  transportation. 

Commerce  and  transportation. 

Income  securitJ^ 

Commerce  and  transportation. 

Education,  training,  employment 

and  social  services. 
Commerce  and  transiaortation. 

Education,   training,  emploj'ment 
and  social  services. 


o 


